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Before McMILLIAN and MAGILL,! Circuit Judges, and WEBBER,? District Judge.

MAGILL, Circuit Judge.

The Plaintiffs are individual investors® who purchased
Gat eway 2000, Inc. (Gateway) stock soon after the stock
was publicly offered. The stock subsequently decreased
in value after Gateway reveal ed di sappoi nting earnings,
and the Plaintiffs brought this securities fraud suit
against Gateway and Gateway's corporate officers,

'The Honorable Frank J. Magill was an active judge at the time this case was
submitted and assumed senior status on April 1, 1997, before the opinion was filed.

THE HONORABLE E. RICHARD WEBBER, United States District Judge for
the Eastern District of Missouri, sitting by designation.

3The Plaintiffs are Ari Parnes, who purchased 50 shares of Gateway common
stock after December 7, 1993, and before June 23, 1994; Deborah Slyne, who

purchased 300 shares of Gateway common stock during the same period; Corey Emert,
who purchased 200 shares of Gateway common stock during the same period; Faye
Martin Anderson, who purchased 500 shares of Gateway common stock during the
same period; Craig Langweller, who purchased 200 shares of Gateway common stock
during the same period; and Edward R. Pepper, who purchased 7000 shares of
Gateway common stock during the same period. The Plaintiffs sought certification as
aclass, but this motion was denied as moot by the district court when it dismissed their
complaint. See Mem. Op. and Order | at 17.
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directors, and principal sharehol ders (Defendants).* The
Plaintiffs allege that the

“The Plaintiffs dso brought suit against Goldman Sachs & Co. and Painewebber,
Inc., which underwrote Gateway's offer of stock to the public. The Plaintiffs claims
against the underwriters were voluntarily dismissed without prejudice on January 17,
1995.
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Def endants violated securities laws by m srepresenting
facts in Gateway's prospectus, registration statenent,
and ot her conpany communi cations and by commtting fraud
on the nmarket. The district court®> dismissed the
Plaintiffs' conplaint for failure to state a claim and
for failure to plead fraud with sufficient particularity.
After dismssal, the Plaintiffs sought leave to file an
anended conpl aint, which the district court denied. The
Plaintiffs now appeal, and we affirm

Gateway, founded in 1985 by Theodore Waitt and
M chael Hammond, is a South Dakot a- based manuf acturer and
direct marketer of personal conputers. Gat eway was
initially created as a Subchapter S corporation, and the
bul k of Gateway's stock was held by Theodore Waite and his
br ot her Nor man. The conpany grew dranmatically between
1985 and 1993, reaching sales of nore than a billion
dollars per year.® On

>The Honorable John B. Jones, United States District Judge for the District of
South Dakota.

®In its prospectus, Gateway describes itself as

the leading direct marketer of personal computers in the United States.
The Company develops, markets, manufactures and supports a product
line of IBM-compatible desktop, notebook and subnotebook PCs for use
by businesses, individuals, government agencies and educational
institutions. On October 1, 1993, the Company entered the European
market with the opening of afacility in Dublin, Irdland. Founded in 1985,
Gateway 2000 has sold over 1.3 million PCs and has increased its net
sdesfrom gpproximately $11.8 million in 1988 to over $1.5 hillion for the
twelve months ended September 30, 1993.
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Decenber 7, 1993, Gateway becane a public corporation and,
pursuant to a registration statenent and prospectus,
offered stock to the public.

Wi |l e expressing confidence in its likely continued
grow h, see Prospectus (Dec. 7, 1993) at 6, Gateway's
prospectus contains a variety of warnings to prospective
I nvestors. The prospectus explains that,

[a] | though the Conpany anticipates significant
growh in the future, it does not expect its
growh to continue at the rates previously
experienced. The Conpany's operating results for
the fourth quarter of 1993 are expected to
reflect the growh historically experienced by
the Conpany in its fourth quarters, although not
necessarily at the rates previously experienced.

Prospectus at 3. In addition, the front cover of the
prospectus contains, in bold type, a reference to "R sk
Factors." The text of the prospectus includes a

description of sixteen risk factors. These risk factors
I ncl ude:

Short Product Life Cycles

To maintain its conpetitive position in the
PC industry, the Conpany nust continue to
I ntroduce new products and features that address
t he needs and preferences of its target consuner
mar ket s. The PC industry is characterized by
short product |life cycles resulting from rapid
changes in technol ogy and consuner preference and
declining product prices. In 1993, the Conpany

Prospectus (Dec. 7, 1993) at 3.



has introduced nunerous new products and
features. There can be no assurance that these
products or features will be successful, that the
I ntroduction of new products or features by the
Conpany or its conpetitors wll not materially
and adversely affect the sale of the Conpany's
exi sting products or that the Conpany wll be
able to adapt to future changes in the PC
| ndustry.



Managenent of G owth

From its inception, the Conpany has
experienced a rapid rate of growh. Al though the
Conpany attenpts to forecast growth accurately,
t he Conpany has experienced, and may continue to
experience, problens with respect to the size of
its work force and production facilities and the
adequacy of its managenent information systens
and inventory controls. These problens can
result in a high backlog of product orders and
del ays in custoner service and support.

Potential for Fluctuating Operating Results

The PC industry generally has been subject to
seasonality and to significant quarterly and
annual fluctuations in operating results. The
Conpany's operating results are also subject to
such fluctuations. Fluctuations can result from
a wde variety of factors affecting the Conpany
and its conpetitors, including new product
devel opnents or introductions, availability of
conponents, changes in product mx and pricing
and product reviews and ot her nedi a coverage.

Potential Liability for Sales, Use or Incone Taxes

The Conpany does not collect or remt sales
and use taxes with respect to its sales in any
state other than the State of South Dakota, where
Its physical plant and enpl oyees are |ocated. It
does not pay incone taxes in any state (South
Dakota currently has no corporate incone tax) and
pays franchise taxes only to Del aware and South
Dakot a. Taxing authorities in certain other
states have solicited information from the
Conpany to determ ne whether the Conpany has
sufficient contacts wth such states as would
requi re paynent of incone taxes or collection of
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sales and use taxes from custoners in those
states. The Conpany has not paid any such incone
or sales and use taxes for any prior period, nor
has it established any reserves for paynent of
such taxes. The Conpany believes that any anount
it mght ultimately be required to pay for prior
peri ods woul d not have a material adverse inpact
on its results of operations or financial
condition, but there can be no assurance that
there woul d not be such an effect.



In the future, the Conpany may be required to
collect sales and use taxes or to pay state
I ncone and franchise taxes in states other than
Sout h Dakot a. Al t hough any requirenent to
collect sales or use taxes in the future could
negatively affect the Conpany's sales, the
Conpany believes the collection of such taxes
woul d not have a material adverse effect on the
Conpany's results of operations or financial
condi tion. However, there can be no assurance
that there would not be such an effect.

Absence of Public Market and Possible Volatility
of Stock Price

There has been no public market for the
Common Stock prior to the Oferings, and there
can be no assurance that a significant public
market for the Common Stock will develop or will
continue after the Oferings. The market price
for the Conpany's Common Stock may be highly
volatile. The Conpany believes factors such as
product announcenents by the Conpany, or its
conpetitors or suppliers, or quarterly variances
in financial results could cause the nmarket price
of the Commopn Stock to fluctuate substantially.

Prospectus at 7-10.

Gateway offered 11.7 mllion shares of stock at a
price of $15 per share. Roughly half of the incone
generated by the stock sales was distributed to the Waite
brothers, in part to satisfy GGateway-related tax
liabilities. 1In the nonths that foll owed, Gateway stock
clinmbed to a high of $24-3/4 price per share.



The fourth quarter results of 1993, which were
announced on February 10, 1994, showed $545.9 nmillion in
revenues, an increase of 36% over the third quarter of
1993 and 54% over the fourth quarter of 1992. The first
gquarter of 1994 showed $615.9 million in revenues, but a
decline in per share earnings. Follow ng the announcenent
of the decline in earnings, price per share of Gateway
stock dropped from $20-7/16 to $15-1/2. The earnings per
share dropped again during the second quarter of 1994, and
the price of Gateway stock plumeted to $9-1/4 per share
on June 23, 1994. The
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announced reasons for Gateway's reduced earnings included
product transitions, unanticipated sales mx, and
technical problens with a new |line of portable conputers.
To address these problens, the conpany took cash reserves
and w ot e-down agai nst inventory and accounts receivabl es
of $20 mllion.

Bet ween June 27, 1994, and July 1, 1994, the
Plaintiffs filed three identical class-action conplaints
agai nst the Defendants. The actions were consolidated in
the district court, and the Plaintiffs were given |eave to
file an anended conplaint.” |In count | of the anended
conplaint, the Plaintiffs allege violations by the
Def endants of Section 11 of the Securities Act of 1933,
codified at 15 U S.C. § 77k (m srepresentati on or om ssion
of a material fact in a registration statenent) (Section
11). In count Il of the anmended conplaint, the Plaintiffs
allege a violation by the Defendants of Section 12(2) of
the Securities Act of 1933, codified at 15 U S.C. § 77l
(m srepresentation or omssion of mterial fact in a
prospectus or communi cation) (Section 12(2)). I n count
11 of the anmended conplaint, the Plaintiffs allege a
violation by the Defendants of Section 15 of the
Securities Act of 1933, codified at 15 US. C 8§ 770
(ltability for controlling persons) (Section 15). I n
count IV of the anended conplaint, the Plaintiffs all ege
a violation by the Defendants of Section 10(b) of the
Securities Exchange Act of 1934, codified at 15 U S.C. 8
78), and SEC Rul e 10b-5 (fraudulent security transaction)

The digtrict court ordered that the record in this case be sealed, and the parties
briefswere filed under seal. See Clerk's Order (July 19, 1996) at 1. The parties have
agreed that the briefs no longer need to be sealed. Accordingly, we order that the briefs
in this case be unsealed.
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(Section 10(b) and Rule 10b-5). In count V of the anended
conplaint, the Plaintiffs allege a violation by the
Def endants of Section 20(a) of the Securities Exchange Act
of 1934, codified at 15 U S. C. § 78t (liability for
controlling persons) (Section 20(a)).

As the basis for these assertions, the Plaintiffs
al | ege--based alnost exclusively on information and
belief--that the Defendants engaged in a variety of
wr ongdoing to
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artificially inflate the price of Gateway stock. The
Plaintiffs contend that in Gateway's prospectus the
Def endants: (1) overstated earnings in 1993 and 1994 by
failing to adequately reserve for uncollectible accounts
receivable, failing to nmake adequate reserves for product
returns, and failing to wite down inventories in atinely
fashion; (2) msrepresented Gateway's prospect for grow h;
(3) msrepresented the existence and extent of obsolete
and defective inventories; (4) msrepresented that
Gateway's reserves for doubtful accounts receivable were
adequat e, thereby overstating Gateway's assets by at |east
$6.8 mllion; (5) misrepresented the quality of Gateway's
new portabl e conputers, which suffered from nmal functi oni ng
track-balls and malfunctioning power supplies; (6)
m srepresent ed serious defi ci enci es of Gat eway' s
purchasing and inventory control systens, managenent
information and order systens, and managenent and
forecasting procedures; and (7) msrepresented Gateway's
obligations to pay sales taxes to states other than South
Dakot a.

In addition, the Plaintiffs allege that the Defendants
commtted fraud by neeting with and m sl eading security
anal ysts and by issuing press rel eases, broker's reports,
an Annual Report, and a first quarter report which were
m sl eadi ng. The Plaintiffs also allege that the
I ndi vi dual defendants who controlled Gateway Service
Corporation (GSC) had GSC purchase Gateway products at
inflated prices, thereby artificially inflating Gateway's
profits.

The district court issued two decisions di sposing of
this case. The first decision dismssed the Plaintiffs'
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first amended conpl aint. Followng this dismssal, the
Plaintiffs filed Federal Rules of Ci vil Procedure 59(e)
and 60(b) notions, and sought to file another anended
conplaint. The district court's second decision denied
the Plaintiffs' Rules 59(e) and 60(b) notions and deni ed
the Plaintiffs' nmotion to anmend their first anended
conplaint after dism ssal.

In dismssing the Plaintiffs' first anended conpl ai nt,
the district court held that all of the Plaintiffs'
all egations of fraud failed to state the circunstances of
fraud with
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sufficient particularity to satisfy Federal Rule of Civil
Procedure 9(b). The district court accordingly struck
count IV of the Plaintiffs' conplaint, which alleged
Section 10(b) and Rule 10b-5 viol ations. The district
court further held that, based on the bespeaks caution
doctrine, nost of the of the alleged m srepresentations
were immterial as a matter of law, and that liability
could therefore not attach. The district court also held
that a failure to discount $6.8 mllion from a conpany
with assets of $343,769,000 and earnings of $68, 645, 000
was not material as a matter of law. The district court
therefore dismssed count Il of the conplaint, which
al l eged Section 11 violations, pursuant to Federal Rule of
Civil Procedure 12(b)(6) for failure to state a claim

The district court originally dismssed count | of the
conplaint, which alleged Section 11 violations, because
t he Plaintiffs fail ed to refer to mat eri al
m srepresentations or omssions in the registration
statenent, but instead referred only to the prospectus.
In its second decision, the district court held that, even
If this was an inproper basis for dism ssing count |, the
district court would have di sm ssed count | because all of
the all eged m srepresentations were i mmterial.?

8The Plaintiffs argue, and we agree, that the district court erred in dismissing
count | for the Plaintiffs failure to refer specifically to Gateway's registration statement
intheir complaint. The Defendants have acknowledged that Gateway's prospectus was
filed as part of its registration statement, see Appellees Br. a 3, and the Plaintiffs
reference in their complaint to the prospectus necessarily referred to the registration
statement as well. As is discussed below, however, we affirm the district court's
dismissal of count | on the alternative basis provided in the district court's second
memorandum decision.
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Because the Section 10(b), Rule 10b-5, Section 11, and
Section 12(2) counts had been dism ssed, the district
court also dismssed counts IlIl and V, which alleged
controlling person liability under Section 15 and Section
20(a), for failure to state a claim
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In its second decision, the district court exam ned
the Plaintiffs' proposed conplaint and determ ned that the
Plaintiffs' nodifications did not save the conplaint.
Relying on nuch the sanme reasoning as in its first
decision, the district court held that the Plaintiffs had
failed to plead fraud with sufficient particularity to
satisfy Rule 9(b), that the bespeaks caution doctrine
rendered immterial nost of the Defendants' alleged
m srepresentations, and that the Defendants' alleged
failure to discount $6.8 mllion was inmaterial in |ight
of Gateway's earnings and assets.

The Plaintiffs now appeal. On appeal, the Plaintiffs
argue that the district court msapplied the bespeaks
caution doctrine when it dismssed the Plaintiffs' Section
11 and Section 12(2) clains for lack of materiality. The
Plaintiffs also argue that materiality is necessarily a
jury question and that the district court erred in ruling
on materiality as a matter of |aw In addition, the
Plaintiffs contend that, because their conpl ai nt
satisfied Rule 9(b)'s particularity requirenent, the
district court erred in dismssing their Section 10(b) and
Rule 10b-5 clainms. Finally, the Plaintiffs argue that the
district court abused its discretion in dismssing the
conplaint with prejudice and in denying the Plaintiffs
| eave to anend.
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In review ng a dism ssal under Federal Rule of Civil
Procedure 12(b)(6),° this

°In granting the Defendants’ motion to dismiss, the district court considered the
prospectus which accompanied Gateway's December 7, 1993 offer of stock to the
public. See Mem. Op. and Order | at 11. Normally, a district court's decision to
consder matters outside of the pleadings will transform a motion to dismiss for failure
to state a claim into a motion for summary judgment. See Fed. R. Civ. P. 12(b).
However, "[i]n the event that a plaintiff alegesaclaim based on a prospectus, asisthe
case here, the court may consider the prospectus in ruling on a Rule 12(b)(6) motion
even if the prospectus was not attached to the complaint . . . ." Maywalt v. Parker &
Pardey Petroleum Co., 808 F. Supp. 1037, 1045-46 (S.D.N.Y. 1992) (citing cases); see
also InreDonald J. Trump Casino Sec. Litig., 7 F.3d 357, 368 n.9 (3d Cir. 1993) ("[A]
court may consider an undisputedly authentic document that a defendant attaches as an
exhibit to a motion to dismiss if the plaintiff's claims are based on the document.”
(quotations and citation omitted)).
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Court "is constrained by a stringent standard . . . . A
conpl ai nt should not be dism ssed for failure to state a
claimunless it appears beyond doubt that the plaintiff
can prove no set of facts in support of his claimwhich
woul d entitle himto relief." Fusco v. Xerox Corp., 676
F.2d 332, 334 (8th Cr. 1982) (quotations and citations
omtted). In addition,

[a] conplaint nust be viewed in the |ight nost
favorable to the plaintiff and should not be
di sm ssed nerely because the court doubts that a
plaintiff will be able to prove all of the
necessary factual allegations. Thus, as a
practical matter, a dism ssal under Rule 12(b)(6)
is likely to be granted only in the unusual case
in which a plaintiff includes allegations that
show on the face of the conplaint that there is
sone i nsuperable bar to relief.

Id. (quotations and citations omtted).

To present a cognizable claimfor securities fraud,
a plaintiff nmust all ege that a defendant made
m srepresentations that were nmaterial. See Hillson
Partners Ltd. Partnership v. Adage, Inc., 42 F.3d 204,
208-09 (4th Gr. 1994). Accordingly, a conplaint that
alleges only immterial msrepresentations presents an
"I nsuperable bar to relief,” Fusco, 676 F.2d at 334
(quotations omtted), and dism ssal of such a conplaint is
proper.

The Plaintiffs argue that the district court erred in
determning the materiality of the Defendants' alleged
m srepresentations as a matter of |aw, because materiality
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I's necessarily a factual question for a jury to decide.
We di sagr ee.
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A msrepresentation or omssion is material if there
Is "a substantial |ikelihood that the disclosure of the
omtted fact would have been viewed by the reasonable
I nvestor as having significantly altered the total m x of

i nformati on nmade available.” Basic Inc. v. lLevinson, 485
U.S. 224, 231-32 (1988) (quotations and citations
omtted). In many circunstances, of course, this presents

a factual question for a jury to decide. See, e.g., In re
Control Data Corp. Sec. Litig., 933 F.2d 616, 621 (8th
Cr. 1991) ("Determ nation of whether a m srepresentation
woul d have the effect of defrauding the market and
inflating the stock price is a jury question. The trier
of fact is uniquely conpetent to determne nmateriality, as
that inquiry requires delicate assessnents of inferences
a reasonable investor would draw from a given set of
facts." (citations and quotations omtted)). Were a
reasonabl e investor could not have been swayed by an
al l eged m srepresentati on, however, a court may determ ne,
as a matter of law, that the alleged m srepresentation is
immaterial. See, e.qg., Hllson, 42 F.3d at 211.

There are a variety of reasons why an alleged
m srepresentation or om ssion may, as a matter of |aw, be
Immterial. Sone matters are such comon know edge t hat
a reasonabl e investor can be presuned to understand them
ld. at 213-14 ("It is not a violation of any securities
law to fail to disclose a result that is obvious even to
a person wth only an elenentary understanding of the
stock market." (quotations and citations omtted)). For

exanple, "[a]s a general matter, investors know of the
ri sk of obsol escence posed by older products forced to
conpete wth nore advanced rivals. "[ T] echni cal

obsol escence of conputer equipnment in a field marked by
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rapid technol ogi cal advances is information within the

public domain."'" In re Convergent Technologies Sec.
Litig., 948 F.2d 507, 513 (9th Cr. 1991) (quoting In re
Seagate Tech. 11 Sec. Litig., Fed. Sec. L. Rep. (CCH) 1

94,502 at 93,202 (N.D. Cal. 1989) (parentheses omtted)).

Al'l eged m srepresentati ons may al so present or conceal
such insignificant data that, in the total mx of
information, it sinply would not matter to a reasonable
| nvest or.
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In this case, the district court concluded, and we agree,

t hat the Defendants' alleged overstatenent of assets by
$6.8 mllion was immterial as a matter of law. Taken in
context, this anount represented only 2% of Gateway's
total assets. It seens clear that a reasonabl e investor,

faced with a high-risk/high-yield investnent opportunity
in a conpany with a history of very rapid growth, would
not have been put off by an asset columm that was 2%
smaller. Wiile there may certainly be nany cases where
this amount of noney would be mterial and would
dramatically affect the total mx of information relied on
by a reasonable investor, this sinply is not the situation
In this case.

Furthernore, sonme statenments are so vague and such
obvi ous hyperbol e that no reasonable investor would rely
upon them "The role of the materiality requirenent is
not to attribute to investors a childlike sinplicity but
rather to determ ne whether a reasonable investor would
have considered the omtted information significant at the
time." Hllson, 42 F.3d at 213 (quotations and citation
omtted). The Hllson court explained that "soft, puffing
statenents generally |lack nateriality because the narket
price of a share is not inflated by vague statenents
predi cting growth. No reasonable investor would rely on
these statenents, and they are certainly not specific
enough to perpetrate a fraud on the market." [d. at 211
(citations and quotations omtted); see also Lasker v. New
York State Elec. & Gas Corp., 85 F.3d 55, 59 (2d Cr.
1996) (per curiam (statenents that a conpany woul d not
"conpromse its financial integrity," had a "commtnent to
create earnings opportunities,” and that these "business
strategies would lead to continued prosperity" were
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"precisely the type of puffery that this and other
circuits have consistently held to be inactionable."
(quotations omtted)); Searls v. dasser, 64 F.3d 1061,
1066 (7th Gr. 1995) (Use of phrase "recession-resistant”
"is sinply too vague to constitute a material statenent of
fact. . . . It is a pronotional phrase used to chanpion
t he conpany but is devoid of any substantive information.
Just as indefinite predictions of 'growh' are better
describe as puffery rather than as material statenents of
fact, describing a conpany as 'recession-resistant’' | acks
the requisite specificity to be considered anything but
optimstic rhetoric. |Its |ack of




specificity precludes it from being deened material; it
contains no useful information upon which a reasonable
I nvestor would base a decision to invest." (citation
omtted)).

The Plaintiffs' conplaint is filled with allegations
that precisely these types of "puffing" statenents nade by
the Defendants in (Gateway's prospectus and other
communi cati ons were m srepresentations. For exanple, the
Plaintiffs allege that the Defendants' projection in
Gateway's prospectus of "significant gr owt h" was
m sl eading. See Am Conpl. at 38, 44-45. As the Fourth
Circuit has expl ai ned,

Predictions on future growth . . . wll alnost
al ways prove to be wong in hindsight. If a
conpany predicts twenty-five percent growth, that
Is sinply the conpany's best guess as to how t he

future wll play out. As a statistical matter,
twenty percent and thirty percent growh are both
nearly as likely as twenty-five. I[f growth
proves | ess than predicted, buyers will sue; if
gromh proves greater, sellers wll sue.
| mposing liability would put conpanies in a

whi psaw, with a lawsuit alnost a certainty. Such
liability would deter conpanies from di scussing
their prospects, and the securities nmarkets would
be deprived of the information those predictions
offer. W believe that this is contrary to the
goal of full disclosure underlying the securities
| aws, and we decline to endorse it.

Raab v. CGeneral Physics Corp., 4 F.3d 286, 290 (4th Cr.
1993). Accordingly, any m srepresentation regarding the
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Def endant s' prediction of "significant growh" s
I mmateri al .

Finally, a defendant's alleged m srepresentations or
om ssions my be immterial as a mtter of law if
acconpani ed by sufficient cautionary statenents. The
"bespeaks caution doctrine," created by this Court in
Polin v. Conductron Corp., 552 F.2d 797, 806 n.28 (8th
Gr. 1977), and recently reaffirmed in Morhead v. Merril

Lynch, 949 F.2d 243, 245-46 (8th Gr. 1991), provides that
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when an offering docunent's forecasts, opinions
or projections are acconpanied by neaningful
cautionary statenents, the forward-| ooking
statenents wll not form the basis for a
securities fraud claimif those statenents did
not affect the "total mx" of information the

docunent provided investors. I n other words,
cautionary | anguage, if sufficient, renders the
al | eged om ssi ons or m srepresentations

immaterial as a matter of | aw.

In re Donald J. Trunp Casino Sec. Litig., 7 F.3d 357, 371
(3d Cir. 1993). The cautionary |anguage nust "relate
directly to that by which plaintiffs claimto have been
msled." Kline v. First Western Gov't Sec., Inc., 24 F. 3d
480, 489 (3d Cir. 1994); see also Virginia Bankshares,
Inc. v. Sandberg, 501 U. S. 1083, 1097 (1991) (noting that
"not every mxture wth the true wll neutralize the
deceptive. If it would take a financial analyst to spot
the tension between the one and the other, whatever is
msleading will remain materially so, and liability should
follow").

A dism ssal of a securities fraud conpl aint under Rul e
12(b) (6) should be granted under the bespeaks caution
doctrine only where "the docunents contai ni ng defendants'
chal | enged statenents include enough cautionary | anguage
or risk disclosure that reasonable mnds could not
disagree that the <challenged statenents were not
m sl eading." Fecht v. Price Co., 70 F.3d 1078, 1082 (9th
Cr. 1995) (citations and quotations omtted) (enphasis in
original), cert. denied, 116 S. C. 1422 (1996).

In this case, the district court properly dismssed
the Plaintiffs' Section 11 and Section 12(2) clains,
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contained in counts | and Il of the Plaintiffs' conplaint,
because the Defendants' cautionary statenents rendered
immterial all of their alleged m srepresentations. "W
can say that the prospectus here truly bespeaks caution
because, not only does the prospectus generally convey the
ri skiness of the investnent, but its warnings and
cautionary | anguage directly address the substance of the
statenent[s] the plaintiffs challenge.”" 1n re Trunp, 7
F.3d at 372.
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For exanple, in their conplaint, the Plaintiffs argue
that the Defendants m srepresented Gateway's obligations
to pay sales taxes to states other than South Dakota.
Whil e never asserting that Gateway was liable for, or
actually paid, non-South Dakota sales taxes prior to the
Decenber 7, 1993 public offering of stock, the Plaintiffs
al l ege that the Defendants had entered into negotiations
Wi th various states regarding Gateway's obligations to pay
non- Sout h Dakota sal es taxes. See Am Conpl. at 43.%° |In
Gateway' s prospectus, the Defendants specifically warned
that "[t]axing authorities in certain other states have
solicited information from the Conpany to determ ne
whet her the Conpany has sufficient contacts with such
states as would require paynent of 1incone taxes or
collection of sales and use taxes from custoners in those
st at es. The Conpany has not . . . established any
reserves for paynent of such taxes. . . . In the future,
t he Conpany may be required to collect sales and use taxes
or to pay state incone and franchi se taxes in states other
than South Dakota." Prospectus at 9. Clearly, any
reasonabl e i nvestor woul d be on notice that Gateway faced
potential state tax liability for states other than South
Dakota, and coul d not have been m sl ed by the prospectus
to believe that Gateway did not face such potenti al
liability.

Simlarly, the Plaintiffs' allegation that the quality
and desirability of Gateway's portable conputer products
was msrepresented does not constitute a naterial

YAt oral argument, the Defendants represented that, during the first quarter of
1994, well after the December 7, 1993 public offering of stock, Gateway entered into
an agreement with various states to pay non-South Dakota sales taxes.
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m srepresentation in light of the Defendants' cautionary
statenents. The Defendants went to great |lengths to warn
potential investors that, due to the nature of a volatile
I ndustry, new product lines of conputers represent a risky
vent ure. See id. at 7. Specifically referencing the
"nunmerous new products and features" that Gateway
I ntroduced in 1993, the prospectus warned that "[t] here
can be no assurance that these products or features wll
be successful . . . ." 1d. In light of this explicit
cautionary statenent, no reasonable investor could have
been m sled that Gateway's new portable
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products, which represented a snmall fraction of Gateway's
total sales, were anything but a risky venture.

Furt hernore, the Defendants provided explicit warnings
which render immaterial the alleged m srepresentations
regarding Gateway's obsolete and defective inventories,
deficiencies in Gateway's purchasing and i nventory control
systens, managenent information and order systens, and

managenent and forecasting procedures. Gat eway' s
prospectus advised that, "[a]lthough the Conpany attenpts
to forecast growh accurately, the Conpany has

experienced, and may continue to experience, problens with
respect to the size of its work force and production
facilities and the adequacy of its nmanagenent information
systens and inventory controls. These problens can result
in a high backlog of product orders and del ays in custoner
service and support. . . ." 1d. Any reasonable investor
appri sed of these warnings would not be msled to believe
that Gateway did not face potential problens in these
ar eas.

Only by discarding common sense and ignoring the
mul titude of explicit and on-point warnings contained in
Gateway' s prospectus could investors have been m sl ed by
the msrepresentations allegedly nade by the Defendants in
Gateway' s prospectus. Because a reasonabl e investor woul d
not have I gnored such warnings, these alleged
m srepresentations are imuaterial as a matter of law !

"Relying on Gustafson v. Alloyd Co., 115 S. Ct. 1061 (1995), the Defendants
argue, for the first time on appedl, that relief under Section 11 and Section 12(2) is
unavailable to those who purchase stock from the open market rather than directly from
a company at a public offering. Because the Plaintiffs did not alege that they
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The Plaintiffs argue that the district court erred in
dism ssing their Section 10(b) and Rule 10b-5 cl ai s,
contained in count IV of their conplaint, for the
Plaintiffs' failure to plead fraud wth sufficient
particularity. W disagree.

Federal Rule of Civil Procedure 9(b) provides that
"[i]n all avernents of fraud or m stake, the circunstances

constituting fraud or mstake shall be stated wth
particularity. Malice, intent, know edge, and other
conditions of mnd of a person may be averred generally."
In t he cont ext of securities litigation, this

particularity requirenent serves three purposes:

First, it deters the use of conplaints as a
pretext for fishing expeditions of unknown wrongs
designed to conpel in_ terrorem settlenents.
Second, It protects agai nst damage to
pr of essi onal reput ati ons resul ting from
al l egations of noral turpitude. Third, it

ensures that a defendant is given sufficient
notice of the allegations against himto permt
the preparation of an effective defense.

Wei sburgh v. St. Jude Med., Inc., 158 F.R D. 638, 642 (D
Mnn. 1994), aff'd, 62 F.3d 1422 (8th Cir. 1995)
(unpubl i shed) (per curiam.

purchased the stock from Gateway during the public offering, the Defendants argue that
the Plaintiffs have failed to state a cognizable claim. Because we affirm the district
court's dismissal of the Plaintiffs complaint on other grounds, we decline to consider
this argument.

-32-



This Court has explained that, for Rule 9(b),
[c]ircunstances' include such nmatters as the tine, place
and contents of false representations, as well as the
i dentity of the person nmaking the m srepresentation and
what was obtained or given up thereby. . . . [(C]onclusory
all egations that a defendant's conduct was fraudul ent and
deceptive are not sufficient to satisfy the rule.”
Commercial Property Invs., Inc. v. Quality Inns Int'l,
Inc., 61 F.3d 639, 644 (8th GCr. 1995) (quotations and
citations omtted); see also DilLeo v. Ernst & Young, 901
F.2d 624, 627 (7th Cr. 1990) ("[T]he circunstances
[constituting fraud] nust be pleaded in detail. Thi s
nmeans the who, what, when, where, and how the first
par agr aph of any newspaper story. None of this appears in
t he conpl aint, although the flood of information rel eased
about Conti nent al
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Bank since 1984 offers anple fodder if there is indeed a
tale to tell."” (quotations onmitted)); Bennett v. Berg, 685
F.2d 1053, 1062 (8th Cr. 1982) ("The location of other
all egedly false statenents is said to be a 'panphlet,'
"pronotional material,' or a 'typical life-care contract.’
These allegations are not sufficiently particular to
satisfy Rule 9(b)." (footnote omtted)), superseded and
reinstated in relevant part on rehearing en banc, 710 F. 2d
1361 (8th Gr. 1983); In re Lifecore Bionedical, Inc.
Sec. Litig., 159 F.R D. 513, 516 (D. Mnn. 1993) (Rule
9(b) requires that "the conplaint nust allege the tine,
pl ace, speaker and sonetines even the content of the
al l eged msrepresentation."). Were "allegations of fraud
are explicitly or, as in this case, inplicitly, based only
on information and belief, the conplaint nust set forth
the source of the information and the reasons for the
belief." Romani v. Shearson Lehman Hutton, 929 F.2d 875,
878 (1st Cir. 1991).

W agree with the district court that the Plaintiffs'
conplaint is entirely lacking in the particularity
required by Rule 9(b). For exanple, the Plaintiffs allege
t hat:

In an effort to boost Gateway's earnings and
thereby increase the marketability of Gateway
stock, the Controlling Sharehol ders caused
[ Gateway Service Corporation] to purchase $6
mllion of product from Gateway at prices far in
excess of their fair market value, which had a
material favorable effect on Gateway's razor-thin
net mar gi ns. Li kew se, [ Gateway Service
Corporation] sold Gateway $4 mllion of products
and services at lower than fair market value in
a simlar attenpt to i nprove Gateway's fi nanci al
performance in advance of the Ofering. A
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Am

signi ficant anount of t hese f raudul ent
transactions took place in the third quarter of
1993, artificially boosting Gateway's unaudited
financials just prior to the Ofering.

Conpl . at 41.

This allegation of fraud is sinply not particul ari zed.

Plaintiffs fail to identity the goods and services
al l egedly purchased and sold by Gateway at deflated and
I nfl at ed
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prices. The Plaintiffs fail to allege the anmount of
fraudul ent profit allegedly obtained by Gateway. Al though
the Plaintiffs declare that a total of $10,000,000 in
goods and services were bought and sold, the Plaintiffs
fail to provide the source for the gross anounts they
allege. The Plaintiffs provide the barest clue as to when
the alleged fraud took place, and the Defendants are |eft
to guess which controlling sharehol ders were responsible
for this alleged fraud. Neither this nor the Plaintiffs'
other allegations of fraud neet Rule 9(b)'s particularity
requirenents, and the district court properly struck
t hem *2

V.

Finally, the Plaintiffs argue that the district court
erred in dismssing their conplaint with prejudice and
denying them leave to anend their conplaint after its
di sm ssal. W disagree.

Al though a notion to amend a conplaint should be
freely given under Federal Rule of Cvil Procedure 15(a),
"different considerations apply to notions filed after
dismssal." Hunphreys v. Roche Bionedical Lab., Inc., 990
F.2d 1078, 1082 (8th Cir. 1993). The Hunphreys court
expl ai ned that:

“Because the Plaintiffs presented no actionable claim for violation of Section 11,
Section 12(2), Section 10(b), or Rule 10b-5, the claims for controlling person liability
were also properly dismissed. See Van Dyke v. Coburn Enter. Inc., 873 F.2d 1094,
1100 (8th Cir. 1989) (Section 15); Deviries v. Prudential-Bache Sec., Inc., 805 F.2d
326, 329 (8th Cir. 1986) (Section 20(a)).
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After a conplaint is dismssed, the right to
amend under Fed. R Gv.P. 15(a) term nates. Leave
to anmend may still be granted, but a district
court does not abuse its discretion in refusing
to allow anendnent of pleadings to change the
theory of a case if the anmendnent is offered
after summary judgnent has been granted agai nst
the party, and no valid reason is shown for the
failure to present the new theory at an earlier
tinme.
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Id. (quotations and citations omtted).

The Plaintiffs in this case have failed to provide any
valid reason for failing to amend their conplaint prior to
the grant of summary judgnent against them Accordingly,
we conclude that the district court did not abuse its
discretion in denying themleave to anend their conpl aint
after it had been dism ssed under Rule 12(b) (6).

V.

While it is unfortunate that the Plaintiffs in this
case lost noney in their investnents, their msfortune
al one does not create a viable cause of action. "The
federal securities laws should not be mstaken for
I nsurance agai nst risky investnents; the federal reporters
are replete with failed attenpts to do just that.
Securities laws protect investors against fraud; they do
not provide investors wth a recourse agai nst unsuccessf ul
managenent strategies." Searls v. G asser, 64 F.3d 1061,
1069 (7th Gr. 1995). As the district court noted, Judge
Frank Easterbrook's description of the Ilitigation in
anot her case succinctly and accurately describes the
I nstant case as wel|:

The story in this conplaint is famliar in
securities litigation. At one tine the firm
bathes itself in a favorable I|ight. Later the
firm discloses that things are |ess rosy. The
plaintiff contends that the difference nust be
attributable to fraud. "Must be" is the critical

phrase, for the conplaint offers no information
other than the differences between the two
statenents of the firms condition. Because only
a fraction of financial deteriorations reflects
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fraud, Plaintiffs may not proffer the different
financial statenents and rest. | nvestors nust
point to sone facts suggesting that the
difference is attributable to fraud.
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DiLeo, 901 F.2d at 627 (quoted in part at Mem Op. and
Oder Il at 14). The Plaintiffs in this case have sinply
failed to produce an actionabl e conplaint. Accordingly, we
affirm the district court's dismssal of their clains
agai nst the Defendants.

A true copy.
Attest:

CLERK, U. S. COURT OF APPEALS, ElIGHTH Cl RCUT.
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